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UNI TED STATES BANKRUPTCY COURT
FOR THE EASTERN DI STRI CT OF M CHI GAN
NORTHERN DI VI SI ON

In re: LILLIAN E. ASHLEY, Case No. 83-00624

Debt or . 41 B.R 67, 11 C.B.C. 2d 82

OPI NI ON

Thi s case conmes before the Court as a notion by the trustee for
t urnover of funds hel d by a cust odi an under 8543(b)?! and a cross-noti on by
an attorney who represented the debtor inlitigationagainst aninsurance
conpany for an award of his attorney fees under a conti ngency-fee contract
wi t h the debtor, where the source of the custodian's funds is the settl enent
proceeds of the insurance
litigation.

EACTS

On Novenber 22, 1983, the debtor filed her petitionfor relief
under Chapter 7 of the Bankruptcy Code together with a statenent of affairs
for debtor not engaged in business and her schedul es in bankruptcy.
Questi on nunber 10 of the statenment of affairs, which requires the debtor
todetail any litigationpendingat thetineof thefilingof the petition
inwhichthe debtor is aparty, was answered with a response which omtted

any reference to the pendency of alawsuit filed by her and pendinginthe

1Unl ess otherwi se noted, all reference to sections will be to 11
USC.



Rosconmmon County Circuit Court entitled Ashley v State Farm Mt ual
Aut onobi | e | nsurance Conpany, No. 82-3075-CK. Schedul e B-2(q) alsoomtted
any reference to the existence or value of the cause of action. The
debt or' s bankruptcy attorney, WlliamF. Klintworth, | ater expl ai ned t hat
he had no knowl edge of that | awsuit when t he pl eadi ngs wer e bei ng prepar ed,
t hat t he debt or was becom ng senil e, and that her friends had to assist in
t he preparati on of the schedul es and statenent of affairs. Inshort, he
expl ai ned that the om ssions were inadvertent.

Meanwhi | e, Terrence H Bl oonqui st, the attorney who was ret ai ned
on June 10, 1981 by the debtor to pursue the litigationunder awitten
contingency-fee agreenment, did not know that his client had filed
bankruptcy. He proceededto settle thelawsuit for $27, 000 on Decenber 19,
1983--27 days post-petition. At the tinme that case
was settled, M. Bl oonqui st was advi sed that his client was i n bankr upt cy.
The settlenment order allocated the $27,000 proceeds
as follows:

"Econom ¢ |l oss including nedical expenses

and wage | oss pursuant to MCLA 500. 3107 and

MCLA 500.3107[a] ... $1,000;

“"Al'l other clains including non-econom c | oss,

pain and suffering, nental anguish and the

like ... $26,000."

M. Bl oomyui st and the attorney for the insurance conpany, Dougl as
J. Read, agreed that M. Read woul d hold the settl ement funds pendi ng

direction fromthis Court.

That is when the trustee first | earned of the exi stence



of theinsurance lawsuit. Thetrustee filed her notionto conpel M. Read,
t he al | eged custodi an as definedin 8101(10), to turn over the settl enent
proceeds to her. M. Read answered the notion, admttingthe essenti al
facts, and stating his willingness to abi de by the Court’'s directions
respecting the di spositionof the funds. He alsoreportedthe interest the
funds had earned whil e in his custody and requested a fl at $500 "fee" for
the performance of his "duties", presunmably under 8543(c).

On February 14, 1984, the state court entered an order in
the insurance litigation "perfecting” M. Bloonguist's conmon-| aw
attorney's charging lien on the settlenment proceeds. Thereafter, on
March 30, 1984, M. Bloomguist filed a notion in this Court requestincg
an award to himof his fees and the costs he expended on the debtor's
behal f--a total of $9,439.90--fromthe settlement proceeds. He arguec
that he had a comon |aw attorney's charging lien on the proceeds
derived fromhis efforts and that the trial judge's order of February
9, 1984, perfected that lien. He argued that 8546(b) permtted the
post-petition perfection of this lien. Hi's second theory bootstrappec
fromthe first. Assuming the validity of his lien, he argued that he
was therefore a "joint owner" of the fund with the debtor, and would
be entitled to his part of the whole, nmuch |ike a non-debtor spouse
receiving her share of joint property sold by the trustee. 1In another

pl eadi ng, M. Bloomui st alleged that the settlenment funds were "not
the property of the Estate ..." ostensibly because the insurance

conpany's draft was made payable jointly to the debtor and hinself,



and put into a special account which required their joint signatures
to withdraw the funds.

Finally, on February 14, 1984, the debtor anended her claim
of exenptions to claimthe proceeds exenpt under 8522(d)(11)(D)&E).
The trustee resists those exenptions.

The Trustee demands turnover fromthe custodi an, resists

the allocation of danages in the settlement order, and the debtor's

claim of exenption to them M. Bloomuist claims a lien on the
settl enment proceeds and requests paynent thereof; and the custodi an
requests conpensation therefrom
ANALYSI S
In their rush to grab the brass ring, all of the parties
i gnored the i ssue of whet her the settlenment was validly enteredinto by M.
Bl oomgui st. On Novenber 22, 1983, when t he bankruptcy petition was fil ed,

t he cause of action agai nst State Farmbecane property of the estate.

Section 541; Tonry v. Hebert, 724 F. 2d. 467 (5th Cr. 1984), Inre Ward, 32
Bankr. Rptr. 318 (Bankr. E. D. Va. 1983). Accordingly, the debtor ceased to
be the real party in interest and was substituted in that role by the
trustee. Notw thstanding his |ack of know edge, for all of this occurred
by operation of aw, M. Bl oonguist's "client"” was the trustee, and not the
debtor. M. Bl oomui st never asked the trustee whether the proposed

settl ement was acceptable to her, and to date, she has never indi cated her



approval or disapproval thereof.?

To conmplicate matters further, enter $365. That section
provi des that a Chapter 7 trustee has 60 days to either assume or
reject an executory contract, and that in default of an express
election within that period, the executory contract is deened rejectec
It is undisputed that the trustee did not expressly assune the
contingency-fee contract with M. Bl oomguist within 60 days of her
appoi ntment, nor even within 60 days of her receipt of notice of

the litigation.

Rul e 2002(a)(3) requires that the trustee provide 20 days
noti ce of such settlenents to creditors.



WAS THI S ATTORNEY- CLI ENT CONTI NGENCY- FEE CONTRACT
AN EXECUTORY CONTRACT?

An executory contract has been defined as: "A contract
under which the obligation of both the bankrupt and the other party
to the contract are so far unperformed that the failure of either to
conpl et e performance woul d constitute a naterial breach excusi ng perfornmance

of the other."” Countryman, Executory Contracts in

Bankruptcy: Part 1, 57 Mnn. L. Rev. 439, 460 (1973). Tonry V.

Hebert, supra, dealt with the question of whether an attorney's
contingency-fee contract was an executory contract assumabl e by

the trustee where the debtor was the attorney hinself. That case

hel d that such contracts are executory contracts as defined by $365,
but held that since. the attorney's responsibilities were for "persone
services", the contract was not assumable by the estate. Judge

Schwartzberg inlnre PDQCopy Center, Inc., 27 Bankr. Rptr. 123 ( Bankr.

S.D. N Y. 1983) assuned w thout discussion that such a contract
was executory and held that it was deened rejected by the trustee's
failure to tinely assune it.

In this case, when the petition for relief was filed, the
litigation was still pending: trial had not been held and settl enment
had not been made. Clearly, under Professor Countryman's definition{
at the tine of the filing of the bankruptcy petition, M. Bl oongui st

had further responsibilities not yet performed, while the debtor had



t he unperformed duty to pay the bargai ned-for fee. Under either

Prof essor Countryman's definition or under Tonry v. Hebert, supra

and In re PDQ Copy Center, Inc., supra, the Court finds that M.

Bl oomgui st s conti ngency-fee contract was an executory contract.

The | ogi cal consequence of this finding when conbined with
the earlier finding that the trustee did not expressly assune that
contract within the 60 days all owed her for that purpose is that that

contract is deemed rejected. $365(d)(1); Aliotov. Oficial Creditor

Commi ttee, 654 F.2d 664 (9th Gr. 1981); Inre PDQCopy Center, Inc. supra.
That rejection relates back to the nmonent inmmedi ately before

the filing of the petitionfor relief. 8365(g)(1); Aliotov. Oficial

Creditor Committee, supra; In re PDQ Copy Center, Inc., supra;

In re E.C. Ernst, Inc., 4 Bankr. Rptr. 317 (Bankr. S.D. N. Y. 1980);

In re Fitterer Engineering Associates, Inc., 27 Bankr. Rptr. 878

(Bankr. E.D. Mch. 1983); In re TLC of Lake Wales, Inc., 13 Bankr.

Rptr. 593 (Bankr. M D. Fla. 1981). On that date, Novenber 22,

1983, no settlenment had yet been reached. As a result of the

trustee's rejectionof it, M. Bloomuist's contract was no | onger in
exi stence at thetinme he "settled" thelitigation. He, therefore, |acked
any contractual authority fromhisclient, thetrustee, toenter intothe
settlement. Accordingly, unless the settlenment agreenment isratifiedbythe
trustee, it i s not binding upon her and she may proceedto litigate the case

to its concl usion.



At the hearing upon these various notions held on April 19,
1984, it was apparent that the trustee had never considered the
ram fications of her failure to act. Accordingly, the Court directed
that the trustee had two weeks to either ratify the settl ement or to rescind
it. If the trustee rescinds the settlenent, she may then seek the
appoi nt mnent of her own attorney--either M. Bl oomgui st or another--to

represent her in the litigation.

If the trustee decides to change attorneys, and the
litigation is unsuccessful, M. Bloomuist may indeed wind up with
nothing for his better than two years of effort for the debtor. But
that is the s ne fate he would suffer if his client, the debtor,
had refused the offer of settlement and required himto try the case
to failure. Those are the risks which come Wth conti ngency-fee
contracts and why the pay-off for the attorney is so lucrative
success.

DOES MR. BLOOMQUI ST HAVE A CLAI M AGAI NST THE

PROCEEDS OF THE LI Tl GATI ON?

If the trustee ratifies this settlenment obtained by M.

Bl oomgui st, it. would be tantamount to a retroactive assunption or
hi s executory conti ngency-fee contract. The assunption of an
executory contract requires the trustee to performthe debtor's

obl i gati on under that contract, as a contract i s assunmed " cumonere". |n

re Silver, 26 Bankr. Rptr. 526, 7 C.B.C. 2d 1107 (Bankr. E. D. Pa. 1983);



cf., Inre PDQCopy Center, Inc., supra. Inthis case, performance woul d

be due i nmedi ately. Accordingly, if thetrusteeratifiesthe settlenent,
M. Bl oomui st will be entitledto his bargai ned-for percentage of the
proceeds, plus his costs, all pursuant tothe terns of the contingency-fee
contract .3

On the other hand, if the trustee disavows the settlenment,
and hires a newattorney who successfully litigates the cause of action, is
M. Bl oonmgui st entitled to any part of the proceeds?

VWhen an executory contract is rejected, the obligee is
entitled to a claimagainst the estate for a breach of the contract.
8502(g). Thus, M. Bl oongui st woul d recei ve a cl ai magai nst the estate.
M . Bl oomgui st argues that his claimis a secured one by
virtue of his comon-|law attorney's charging |lien against the proceeds
If it isasecuredclaim it would be paid out of theinsurance proceeds
before they are reduced by the estate's adm nistrative
expenses. If it is deenmed an unsecured claim thenits paynment woul d be
subsequent to al |l owed adm ni strative and priority clai nms and woul d awai t
di stributionto, and be pro-rated with, the clains of all other general
creditors. 8507. Clearly, anunsecured claimwouldlikelyresult ina
| ater and nmuch smaller. paynment to M. Bl oomui st.

'S MR BLOOMQUI ST SECURED BY AN ATTORNEY' S
CHARG NG LI EN ON THE PROCEEDS OF THE SETTLEMENT?

3As explained infra, M. Bloomuist has an attorney's common-| aw
charging lien on the fund resulting fromhis efforts,
and therefore he would be entitled to receive the conpensation
per his contract under that theory as well.



M chi gan has no statutory basis for the inposition of an
attorney's charging lien. Such a lien, if it exists at all, is

t herefore of common-law origin. Bruce v. United States, 127 F. Supp

858 (E.D. M ch. 1955); Fraamv. Kell ey, 268 M ch. 573, 256 N.W (1934);

Shank v. Lippman, 249 M ch. 22, 227 N'W 710 (1929); Wpfler v. Warren, 163

Mch. 189, 128 NNW 178 (1910). An attorney's charging lien is "an
equitableright to have the fees and costs due to hi mfor servicesinasuit
secured to hi mout of the judgnment or recovery inthat particular suit.”
3 M chigan Law and Practice Attorneys and Counsel |l ors, 8161; Jones V.
O Donnell, 292 Mch. 189, 290 N.W 375

(1940), Fraamv. Kelley, supra; Bruce v. United States, supra. M.

Bl oomgui st's claimfitswithinthis definition. Under M chigan|aw, no
specific procedure is devised for the "perfection” of thelien. Sincethere
was no further act necessary to perfect thislienit isinvulnerableto

attack by the trust ee under 8544 or under 8547. Inre Fitterer Engi neering

Associates, Inc., supra; Inre Boots Builders, Inc., 11 Bankr. Rptr. 635

(Bankr. N. D. Tex. 1981); ILnre Durkay, 9 Bankr. Rptr. 58, 3 C.B.C. 2d 941

(N.D. Chio 1981).

If the trustee elects to disavow the settlenent and to
thereby reject M. Bloonmguist's contingency-fee executory contract
with the debtor, this case would then fall squarely within the facts

of In re PDQ Copy Center, Inc., supra. There, the court determ ned

that the attorney's claimwhich resulted fromthe trustee's rejection



of his contingency-fee contract with the debtor was a secured claim
arising from New York State's statutory attorney charging lien | aw,
whi ch appears to be substantially simlar to Mchigan's comon | aw
provision. Also see In re Durka, supra Al t hough Act* cases,

three recently decided cases are consistent with this view of the

law. Alioto v. Oficial Creditor Commttee, supra; 1ln re E.C. Ernst

Inc., supra; In re TLC of Lake Wales, Inc., supra. There appears

to be no mat eri al change effected by t he adopti on of the Bankruptcy Code®

in this area of the | aw

Al t hough the holding in In re Yermakov, 718 F.2d 1465
(9th CGr. 1983) appears to be contradictory to the cases cited above, they
can be harnoni zed. The bankruptcy judge in Yermakov "found as fact that
t he successful settlement primarily resulted fromthe
efforts of the trustee ... and not fromthose of [the debtor's
attorney]." 1d. at 1468. It is the essence of an attorney s charging
lien, that "the fund out of which the attorney seeks to be paid must
have been secured substantially by the attorney's services renderedin

creating such fund.” InreE C Ernst, Inc., supra at 319; Fraamv. Kelley,

supra at 576; see 4BCollier on Bankruptcy 70.87[2] (14th ed. 1898); Fannon

v. LeBeau, 245 M ch. 162, 222 N.W 115 (1928). Since the fund obtainedin

Yer makov was not created substantially by the services of the attorney, a

“Bankruptcy Act of 1898, as anended.

SBankruptcy Reform Act of 1978.



charging lien never arose. Therefore, the court utilizedthe traditional
8330(a) indecidingthe attorney's conpensation. Inthe case at bar, itis
undi sputed t hat M. Bl oomgui st' s efforts were sol ely responsi ble for the
creation of the fund. As aresult, the charginglien was established and
its efficacy is hereby recogni zed. Therefore, the Court finds that if the
trustee di savows the settlenent, M. Bloonguist'sresultingclaiminthis
case shall be deened to be secured by what ever fund devel ops fromt he
continuation of the insurance litigation.
After disavowal and rejection of the contract, the trustee

may rehire M. Bl oonqui st or hire anot her attorney for the speci al purpose

of the insurance litigation by applying under $327(e). 2 Collier on

Bankruptcy, 1327.03[6] (15th ed. 1979). The basis of the attorney's

conpensation can be set at that time. |f the trustee sel ects soneone ot her
t han M. Bl oongui st, M. Bl oonqui st will still have a claimto sone of the
fund, as the Court has al ready hel d that his clai mwhichresults fromthe
breach of his executory contract is secured by the fund resulting fromthe

litigation. However, the val uing of that clai mupon a recovery by his

successor woul d be this Court's responsibility. Aliotov. Oficial CGeditor

Commttee, supra; Inre Ward, supra; Inre PDQCopy Center, I nc.., supra.

Thi s court woul d adopt the fee revi ewnet hods outlinedinthose cases;
nor eover, the technique utilized by the bankruptcy courts in cases where a
di scarded attorney seeks to recover froma fund obt ai ned at | east partially
by thi s successor, (.i.e.; qguantumneruit), appears to be consistent with

state practice. Anbrose v. Detroit Edison Co., 65 M ch. App. 484, 237




N. W2d 520 (1975), lv. den., 397 Mch. 888, 291 N.W2d 925 (1976).
DEBTOR' S CLAI M OF EXEMPTI ONS

When she anmended Schedul e B-4, the debtor clainmed her
exenption of $7,500 for bodily injury pursuant to 522(d)(11) (D) and an
exenpt i on of $20, 000 for | ost future earnings, pursuant to 8522(d)(11) (E).
The trustee objects to these exenptions.

Al t hough the debtor, in an obviously self-serving attenpt
t o maxi m ze her net recovery, stipulated with theinsurance conpany in the
circuit court actionas to an allocation of the settlenent proceeds, that
al | ocati on may not be bi ndi ng uponthe trustee. O course, if the trustee
di savows the settlenment, the allocation
which was nerely a part thereof, becones irrelevant.

However, if thetrusteeratifies the settlenent, nust she accept
the all ocation? In essence, the questionis whether the all ocation termof
the settlenment is severable fromthe bal ance
of the agreement. That question awaits further proofs, for if the
all ocationis found to have been an essenti al part of the agreenent, it may
not bejettisoned by thetrustee. If it is not an essential el enment of the
agreenent, thenthe Court will nmake its own apportionnent of the settl enent
proceeds. Relevant to the decisionon severabilitywill betheissuesin
the state court litigation, the nature and anounts of the damages sought,
t he nedi ati on positions of the parties and the negotiations whichledtothe
settlenment. Once the question of the allocation of danages i s det erm ned,

the focuswill shift tothe application of the exenption statutetothe



danages awar ded.
CUSTODI AN''S CLAI M FOR " FEES"
Section 543(c)(2) provides:
"The court, after notice and a hearing shall --
provi de for the paynment of reasonabl e conpensation
for services rendered and costs and expenses
i ncurred by such custodian.”
Arequest for acustodian's fee nust contain asufficient item zation of

effort expended and results acconplished to enable the Court

to nake a reasoned determ nation that the anmount requested is

"reasonabl e conpensation for services rendered.” 1n re Gones, 19
Bankr. Rptr. 9; 8 Bankr. Ct. Dec. 1401 (Bankr. D. R 1. 1982); Inre Left

Guard of Madison, Inc., 11 Bankr. Rptr. 238; 7 Bankr. C. Dec. 974 (Bankr.

WD. Ws. 1981). Inthis case the custodi an has request ed $500 wi t hout t he
slightest justificationfor it. Indeed, the request seens nore like an
aftert hought than a proper application. Based upon the total | ack of
docunment ation to support the al |l owance of any conpensati on what soever, the
request for such conpensation is hereby denied in toto.

Therefore, if the trustee ratifies the settlenent, the
custodi an shall forthwith pay over the entire settlenent fund,
together with any interest earned, and w thout deduction for any
"expenses", to the trustee, w thout further order of the Court.

Of course, if the trustee disavows the settlenment, the custodi an

isfreetoreturnthefundstohisclient, State Farm if he wi shes, or take



what ever actions with respect toit as he deens appropri ate, as the fund

will not be in custodia leqis.

The Debt or' s cause of action becane property of the estate at the
instant she filed her petitionfor relief on Novenber 22, 1983. Thus, M.
Bl oomgui st | acked authority to settle the case i n Decenber, 1983. The
debt or' s conti ngency-fee agreenent with her attorney, M. Bl oongui st, was
an executory contract whi ch was deened rej ected whenthe trusteefailedto
timely assuneit. Merely as a matter of expedi ency, (for nobody--not the
debtor, M. Bl oomgui st, nor the trustee--w shed to abrogate t he settl enment
wi t hout further thought), thetrusteeis allowed 14 days fromt he dat e of
t hi s opi ni on, to deci de whet her she wishestoratify the or disavowit. If
the trustee ratifies it, then M. Bloonmquist will be entitled to his
contractual fees and expenses. Furthernore, Court will then take proofs on
t he question of the severability of the all ocati on of damages termof t he
agreenent .

| f the trustee di savows the settl enent, then she shall appoi nt
an attorney (M. Bloomguist or another) to continue the
litigation. |If she chooses soneone other than M. Bloomguist, his
claimfor the rejection of his executory contract shall be deened
secured by a comon-|law attorney's charging lien on the proceeds cf
the litigation (if any), the valuation of which will followthe

practice. outlined in Alioto v. Oficial Creditor Commttee, supra;

In re Ward, supra and In re PDQ Copy Center, lnc., supra.

After all of the foregoi ng has been acconpl i shed, the Court wil|



deci de, if necessary, whet her the apportionment of danages containedinthe
state court order of dismssal is binding, and, if not, it will performits
own apportionment. Thereafter, the debtor's exenptions will be appliedto
t he net recovery.

The custodi an shal| await the trustee's decisionwithregardto
the state court settlenent. If, but onlyif, sheratifies that settlenent,
he shal | forthw th pay $9, 439. 90 of t he funds he hol ds to M. Bl oongqui st and
t he bal ance thereof tothetrustee. Finally, the custodian's "application”
for conpensation is denied for |ack of support or justification.

I T 1S SO ORDERED

ARTHUR J. SPECTOR
U. S. Bankruptcy Judge

Dated: My 11, 1984.



